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EXECUTIVE SUMMARY

On February 27, 2013, the Supreme Court will hold oral arguments in American Express Co. v. Italian Colors Restaurant.
Like the Court's 2011 decision in AT&T Mobility v. Concepcion, Italian Colors involves the intersection of two mechanisms
for resolving legal disputes not easily handled by high-cost individually filed lawsuits: arbitration and class action litigation.

In class action litigation, similarly situated legal claims are aggregated under a single lawsuit. Given the cost of litigation,
class action suits can be efficient mechanisms for resolving large numbers of relatively low-dollar claims, but they also
can enrich lawyers at legitimate claimants’ expense because such lawsuits’ low value to individual plaintiffs reduces
the incentive for any plaintiff to monitor the lawyers handling the claim.

Arbitration, a form of dispute resolution outside the courts, involves imposing as legally binding and enforceable the
decision of a third party, typically specified in advance in contracts. Arbitration is generally favored and enforceable
under federal law, through the 1925 Federal Arbitration Act (FAA). Potential corporate defendants have sought to
use mandatory arbitration clauses to avoid the expense of class actions. The trial bar and allies in the legal academy
criticized such clauses as “anticonsumer” and, for years, had success, particularly in California state court, in obtaining
judicial rulings finding the clauses unenforceable, notwithstanding the language of the FAA.

Concepcion

Concepcion concerned AT&T's cell phone contracts, which included a mandatory arbitration clause that prohibited
customers from bringing class action lawsuits against the carrier. Applying California law, the Ninth Circuit ruled that
these clauses were “unconscionable” and thus unenforceable under state law—even though the court acknowledged
that the arbitration clauses provided an adequate remedy to individual consumers. The Supreme Court reversed,
determining that California’s unconscionability rule as applied to AT&T's contract conflicted with the FAA, which
preempted the conflicting state law. In reaching its holding, the Court determined that the California rule frustrated
the FAA's objective of making arbitration agreements enforceable in national commerce and that AT&T's mandatory
arbitration clause was “fundamentally fair” under the FAA.

Italian Colors

Italian Colors concerns an arbitration provision in the card-acceptance agreement that American Express enters into
with retail businesses that agree to offer customers the option of using the company’s charge or credit cards. The /talian
Colors plaintiffs allege that AmEX’s requirement that vendors accept both its charge and credit cards to do business
with the company is a “tying arrangement” in violation of federal antitrust law. In February 2012, the Second Circuit
held that the arbitration provision in AmEx’s card-acceptance agreement was unenforceable against plaintiffs’ claim,
given that the high costs associated with pursuing an antitrust claim would preclude the “effective vindication of
rights” absent a classwide treatment. On November 9, the Supreme Court granted certiorari.

Some commentators have argued that the Court’s decision in Concepcion is likely to erode consumer rights—or
even lead to the death of all class action lawsuits against businesses. These critics claim that mandatory arbitration
agreements bar consumers from enjoying protections that only class actions can guarantee. These concerns are
overwrought.

Class Actions, Arbitration, and Consumer Rights: Why Concepcion Is a Pro-Consumer Decision



Legal Policy Report 16

I. As a general matter, consumers are likely to benefit from the ability to opt for individual arbitration in
lieu of class actions.

Class action lawsuits are a means of consumer protection—not the ends.

A. Class actions suffer from several structural deficiencies that can prevent class members from having their
rights vindicated. Class actions often take years to reach a settlement, and even when they do, the parties have the
incentive to structure settlement terms to make it difficult for class members to obtain substantive relief. Moreover,
the large expense of class action defense means that, in the absence of procedural protections against self-dealing
settlements, trial lawyers have the incentive to bring class actions of low merit. Thus, the deterrent effect of class
actions is small because the innocent are treated by the judicial system little better than the guilty.

B. Compared with class actions, individual arbitration is notably efficient and effective at protecting consumer
rights. Instead of taking years, the average consumer arbitration lasts just short of seven months. Also, despite claims
to the contrary, consumers achieve equal or greater recoveries in arbitration compared with class actions. Consumers,
unsurprisingly, prefer arbitration over litigation.

C. Companies’ savings from arbitration are passed on to the consumer in the form of lower prices.
Although consumers who prefer committing to mandatory arbitration to avoid paying higher prices can do so under
Concepcion; those who do not are effectively protected by market mechanisms. Companies have an incentive to
offer effective complaint-resolution processes to foster brand image and loyalty, which result in increased demand
for goods and services.

Il. Though the Second Circuit's decision in /talian Colors is incorrect and should be reversed, class action
lawsuits against businesses will not cease in the wake of Concepcion or a reversal in Italian Colors.

In particular, class actions will continue largely unabated in the areas of contractual employment disputes and securities
litigation. Many consumer class actions can be expected to continue as well, given the significant transaction costs
that companies face in developing arbitration clauses that are enforceable under Concepcion.

Overall, the Supreme Court’s decision in Concepcion has not led, and should not be expected to lead, to a broad
erosion of consumer rights, as some alarmists have predicted. Unless the Court broadens its Concepcion holding in
Italian Colors, beyond what the petitioners have asked for, many forms of class action lawsuits will continue, and those
that are replaced by individual arbitration will generally lead to greater consumer protection, not less. Concepcion is
appropriately viewed as an endorsement of a consumer’s right to choose, not as a death knell for class action lawsuits
and consumer rights.
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CLASS ACTIONS,
ARBITRATION, AND
CoNSUMER RIGHTS:

Whhy CoNcePcioN Is A
Pro-CoNsuMER DEcisioN

Ted Frank | INTRODUCTION

n February 27, 2013, the Supreme Court will hold

oral arguments in American Express Co. v. ltalian

Colors Restaurant,' an appeal from a decision by the

U.S. Court of Appeals for the Second Circuit that
invalidated a mandatory arbitration provision under federal law.
Italian Colors follows on the heels of the 2011 5—4 Supreme Court
decision in AT&T Mobility LLCv. Concepcion® striking down the
Ninth Circuit’s use of California state law to invalidate a manda-
tory arbitration provision. The Concepcion decision has generated
a lot of hand-wringing in certain circles, with numerous scholars
and activists complaining that the Court’s ruling would result in
untold harm to consumers and even in the “death” of the class
action itself; these complaints are usually matched with calls for
congressional legislation.” While a full assessment of the Supreme
Court’s class action jurisprudence should await its decision in Jtalian
Colors, the scholars’ and activists’ complaints about Concepcion are
generally overstated. Competitive market pressures generally ensure
that consumers are unambiguously better off by being given the
option to pre-commit to mandatory arbitration. And if the Court
in fralian Colors adheres to the general principles it embraced in
Concepcion, there will still be plenty of class actions, and perhaps
too many at the margin.
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I. BACKGROUND

Arbitration and class actions

rbitration and class action litigation are each

mechanisms for resolving legal disputes not

asily handled by high-cost individually

filed lawsuits. Arbitration, a form of dispute resolu-

tion outside the courts, involves imposing as legally

binding and enforceable the decision of a third par-

ty, under rules and procedures agreed to in advance

by the contracting parties. Arbitration is generally

favored and enforceable under federal law, through
the 1925 Federal Arbitration Act (FAA).4

In class action litigation, plaintiffs are permitted
to aggregate similarly situated legal claims under a
single lawsuit. Class action lawsuits for monetary
damages trace to the 1938 adoption of the Federal
Rules of Civil Procedure,’ though the modern prac-
tice of adding plaintiffs to the class unless they affir-
matively opt out of the litigation originated in 1966
amendments to those rules.® Arbitration agreements
can, but need not, include class action—type mecha-
nisms for aggregating multiple common claims.”

In recent years, the Supreme Court has issued two
major decisions clarifying the extent to which arbi-
tration agreements can preclude class action rem-
edies. In its 2010 decision in Stolt-Nielsen v. Animal
Feeds International,® the Court held that under the
FAA, arbitrators cannot force classwide arbitration
upon parties that did not agree to these procedures
in the arbitration provisions of their contracts. In
the following year, in Concepcion, the Court held
that California courts’ determination that state law
rendered arbitration agreements that precluded class
action remedies unenforceable was preempted by

the FAA.
The Trial Bar’s Anti-Arbitration Campaign
The Supreme Court’s decisions follow in the wake

of an anti-arbitration campaign by the plaintiffs’ bar
involving public relations and litigation and seek-
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ing legislation and regulation.” Arbitration clauses
present a challenge to the business model of the
class action plaintiffs’ bar because when consum-
ers are given a choice between contracting for a
lower-priced product or service with a mandatory
arbitration clause and paying a higher price to avoid
a pre-commitment to arbitration, they almost in-
variably choose the benefits of mandatory arbitra-
tion."” Because the streamlined arbitration process
is cheaper than litigation and presents less dramatic
outliers in rulings, businesses have a strong incen-
tive to adopt arbitration clauses. (Indeed, ironically,
trial lawyers—including Concepcion’s own attor-
ney—regularly use mandatory arbitration clauses in
their own retainer agreements, with no consumer
group complaining about the practice.)"

Notwithstanding the Supreme Court’s holdings in
Stolt-Nielsen and Concepcion, the trial bar’s anti-ar-
bitration campaign has met with partial success. A
one-sided and misleading Public Citizen report crit-
icizing arbitration'? was adopted wholesale by many
media outlets.”” Though the most far-reaching fed-
eral legislative efforts to undo the FAA failed, a bill
passed that eliminated arbitration in the context of
military personnel." Moreover, the Dodd-Frank
Act created the Consumer Financial Protection Bu-
reau (CFPB), and expressly tasked it with regulating
the use of mandatory arbitration clauses in financial
contracts; given the over-paternalistic instincts of
the lawyers in charge of the agency," it will be little
surprise if the regulators running the organization
choose to ban such clauses in their bailiwick.

The Path to Concepcion

On the litigation side, the trial bar found success
in California, where state courts used “unconsciona-
bility” doctrine to strike down mandatory arbitra-
tion clauses.'® Businesses that used mandatory ar-
bitration clauses found them of no protection once
they were hauled into California state court or into
federal courts applying California state law."” Trial
lawyers could “forum shop” national class actions in
courts willing to disregard arbitration provisions.'®



In that context, AT&T Mobility, in conjunction
with its attorneys at Mayer Brown, devised a legal
strategy to challenge the California decisions: con-
struct an arbitration clause so plainly friendly and
fair to consumers that any finding of the clause
being “unconscionable” must be motivated by dis-
crimination against arbitration, rather than a desire
to protect substantive and procedural consumer
rights. Because such discrimination would run afoul
of the FAA’s requirement that arbitration clauses be
placed “on an equal footing with other contracts,”"
federal law would preempt the application of state-
court law to the contrary. And the AT&T Mobility

contract was extraordinarily generous:

The revised agreement provides that customers
may initiate dispute proceedings by completing
a one-page Notice of Dispute form available on
AT&T’s website. AT&T may then offer to settle
the claim; if it does not, or if the dispute is not
resolved within 30 days, the customer may in-
voke arbitration by filing a separate Demand for
Arbitration, also available on AT&T’s website.
In the event the parties proceed to arbitration,
the agreement specifies that AT&T must pay
all costs for nonfrivolous claims; that arbitra-
tion must take place in the county in which the
customer is billed; that, for claims of $10,000 or
less, the customer may choose whether the ar-
bitration proceeds in person, by telephone, or
based only on submissions; that either party may
bring a claim in small claims court in lieu of ar-
bitration; and that the arbitrator may award any
form of individual relief, including injunctions
and presumably punitive damages. The agree-
ment, moreover, denies AT&T any ability to
seek reimbursement of its attorney’s fees, and,
in the event that a customer receives an arbi-
tration award greater than AT&T’s last written
settlement offer, requires AT&T to pay a $7,500
minimum recovery and twice the amount of the
claimant’s attorney’s fees.”

No reasonable person could deem such a clause an ar-
tifice to render a corporate defendant immune from

Class Actions, Arbitration, and Consumer Rights: Why Concepcion Is a Pro-Consumer Decision

individual claims. And the trial court indeed made
a factual finding that the clause permitted the vindi-
cation of individual claims. Nevertheless, the Ninth
Circuit refused to enforce the arbitration clause,
holding that its waiver of class action rights, even
class action arbitration rights, made it unenforce-
able under California law.*! Thus, while the Ninth
Circuit acknowledged that the arbitration provision
“essentially guarantee[d]” that AT&T would make
whole every customer who complained, the fact
that not every customer would complain made the
provision unenforceable because absent class mem-
bers would not have their rights vindicated.**

The Supreme Court reversed on a 5—4 vote, with
justices Ginsburg, Breyer, Sotomayor, and Kagan
dissenting.” The plaintiffs having conceded that
California could not generate rules aimed at de-
stroying arbitration or demand procedures incom-
patible with arbitration,* only a very small step of
logic was required for the majority to determine
that a court could not use judicially created doc-
trines against arbitration to effect what the state leg-
islature could not.”> As there was no dispute that
the AT&T Mobility provision generated sufficient
incentive for individuals to prosecute meritorious
claims, California could not find this arbitration
provision problematic: it was not a “grounl[d] ... for
the revocation of any contract” as the exception in 9
U.S.C. § 2 provided.*

[I. CONSUMERS BENEFIT FROM THE
FREEDOM TO PRE-COMMIT TO
INDIVIDUAL ARBITRATION IN LIEU OF
CLASS ACTIONS.

s a threshold matter, it is worth considering
whether permitting consumers to enter into
ontracts with arbitration clauses that pre-

clude class action remedies benefits consumer welfare.

The courts and scholars offended by the Concepcion
decision and AT&T Mobility’s arbitration clause at
issue in the case adopt reasoning that treats the class
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action procedure as an end in itself, rather than as
a means to an end. But such logic is flawed; class
action lawsuits are but a means of consumer protec-
tion, intended to permit vindication of small indi-
vidual claims that the expense of litigation would
otherwise make impossible to vindicate. But class
action lawsuits are not the only mechanism en-
abling such a goal. It is a mistake to automatically
assume that the interests of class action attorneys
run parallel to those of consumers. Rather, as exist-
ing class action practice shows, the two groups are
often at loggerheads.

Look at the type of arbitration provision that passed
muster in the Supreme Court. AT&T Mobility cov-
ers the costs of the arbitration; consumers are en-
titled to a bounty if they win.

That is remarkable in two ways. First, consider how
much money AT&T Mobility is willing to spend to
avoid class actions, and imagine how much it must be
saving by using alternative dispute resolution. Why
is that not a damning indictment of the class action
process as a means of vindicating consumer rights?
Indeed, this leads to my second point. I have been
an attorney representing class members objecting to
or secking relief in dozens of consumer class action
settlements, and in every one of them, injured class
members would have been better off with the AT&T
Mobility provision than with what the class action
system got them. In Concepcion, “the District Court
concluded that the Concepcions were better off un-
der their arbitration agreement with AT&T than they

would have been as participants in a class action.””

Certainly, there are scholars who view the purpose of
the class action as the creation of deterrence,”® but
they are mistaking a collateral benefit with the under-
lying procedural purpose of the class action. As the
Supreme Court has consistently held, the class action
is a procedural joinder device. We accept that an at-
torney has the power to release the claims of absent
class members without explicit consent for the sake
of judicial efficiency only because the federal rules re-
quire that the due-process rights of absent class mem-
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bers be protected through an adequate-representation
requirement”—and that necessarily means that the
class attorneys should be viewed as having a duty to
specific groups of clients rather than as being private
attorneys general seeking to impose particular public
policy goals for the good of society at large. Thus,
treating the tail of the procedure to be wagging the
dog of the substantive law is invariably viewed by the
Supreme Court as a mistake—whether that mistake
benefits plaintiffs or defendants.*

In short, there is nothing exceptional about a class
action in vindicating individual rights. The uncon-
scionability rule adopted by the California Supreme
Court and applied by the Ninth Circuit in Concep-
cion incorrectly presumed that class actions in prac-
tice must be available for the vindication of certain
consumers’ rights, and therefore that courts must
strike down a clause requiring mandatory individual
arbitration as exculpatory and thus unconscionable.
Both economic theory and empirical evidence dem-
onstrate that these presumptions are incorrect, for
three reasons.

First, class treatment is neither the only, nor neces-
sarily the best, means of providing aggrieved con-
sumers with meaningful relief. In fact, class action
litigation suffers several pathologies that often make
it a poor vehicle for the vindication of consumer
rights: it is expensive, raising costs to consumers in
the long run; it is slow-moving, bringing relief, if
at all, long after class members have been harmed;
even when class plaintiffs do succeed, class members
face significant barriers to obtaining recovery; and
class settlements often are a boon for class action
attorneys but a bust for class members who recover
little or nothing of value.

Second, arbitration is superior in many cases to class
actions in vindicating consumer rights. Individual
arbitration provides swift resolution of disputes; al-
lows for easy and complete recovery; and does not
pit the interests of consumers against an attorney
tasked with representing their interests. Indeed,
consumers consistently report that they prefer pur-



suing their claims in arbitration to class action liti-
gation. Therefore, both for the individual complain-
ant and for aggrieved individuals in the aggregate, a
contract selecting individual arbitration often will
afford consumers a better mechanism for obtaining
meaningful relief than class action litigation.

Third, if class actions are a superior vehicle for vindi-
cating consumer rights, there is no need to mandate
their availability with respect to small-claims con-
sumer class actions: market mechanisms will make
them available to consumers. The marketplace in-
cludes a variety of mechanisms for addressing con-
sumer complaints and reflects consumer preferences
among these various dispute resolution mechanisms.
In addition, selecting efficient complaint-resolution
processes allows firms to pass cost savings along to
consumers in the form of lower prices.

A. Even Successful Class Actions
Frequent}y Fail to Provide Consumers with
Meaningful Relief.

Class actions were designed to provide injured par-
ties with a more efficient means of accessing justice,
by aggregating claims for violations of individual
rights.’' Some commentators tout class actions as ex-
ceptional vehicles for vindicating consumer rights.*
In practice, however, class actions have three signifi-
cant structural deficiencies that often prevent con-
sumers from obtaining meaningful relief.

First, even when the class members are awarded relief
in some form, the average class action takes years to
reach a settlement; thus, class members must wait a
long time before they benefit from a successful class
action. Second, even when the class action results in
a victory for the class members, obtaining relief may
require navigating byzantine procedures that impose
significant transaction costs. Third, too often class
actions reach settlements that reward class members
with pennies on the dollar, if that. Taken together,
these three problems result in many class actions that
fail to provide consumers with meaningful relief for
the violation of their individual rights.

Class Actions, Arbitration, and Consumer Rights: Why Concepcion Is a Pro-Consumer Decision

1. Delay in Recovery

The nature of even successful class actions frequent-
ly leads to long delays before class members receive
relief. The “typical class action” is characterized by
“procedural complexity and slow pace.”™ A recent
study of all class action settlements in federal courts
in 2006 and 2007 found that consumer class ac-
tions on average take more than three years from
the inception of the litigation to settlement.** Data
from the states show similarly slow class action liti-
gation. In California, for example, class actions take
more than two years to proceed from filing to settle-
ment or verdict at trial.® These studies may actually
understate the delay because class recovery could be
further delayed by the appeal of the approval of a

class action settlement.°

Because a dollar today is worth more than a dollar
tomorrow, the loss of the time value of money is
an affirmative harm. And to the extent that delay
increases the class attorneys’ ability to claim greater
fees vis-a-vis the settlement fund by inflating the
lodestar, the delay harms class members by reduc-
ing their compensation. It is difficult to conclude
that consumers receive meaningful relief when they
receive it years after they have suffered harm.

2. Obstacles to Recovery

Even when class actions reach a final resolution that
is favorable to consumers, it is still difficult for class
members to obtain recovery. This difficulty follows
from structural inefficiencies in the class action
mechanism. Two significant practical difficulties are
involved in delivering compensation to consumers.

First, the administrator of the class settlement fund
or class damages award must identify the class mem-
bers and notify them of the settlement or favorable
judgment.”” But even when individual class mem-
bers are identifiable by name, it may not be feasible
to find current addresses for most of them.? In the-
ory, “publication notice” (notifying class members
of settlement or judgment through advertisements
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in major periodicals) may compensate for lack of
individual notice; but in practice, it, too, may prove
ineffective.? Therefore, the available data indicate
that identifying and notifying absent class members
of their right to recovery “will often prove to be

both difficult and inefficient.”*°

Second, class members may have to decipher and
complete a complex settlement notice and claim
form in order to receive compensation under the
class settlement.’ For example, the FTC objected
to a recent class action settlement that not only
“release[d] the claims of some 500,000 class mem-
bers for, at best, pennies on the dollar” but did so in
a way that required consumers to fill out a detailed
and confusing questionnaire to obtain relief and
thus “appear[ed] purposefully designed to make it
difficult for consumers to make claims.”* In a case
I recently argued to the Third Circuit, the five-page
claim form had told class members that they needed
to provide evidence of the date of purchase to make
a claim for more than $5, but the district court ad-
judicated the settlement as fair because class mem-
bers could have submitted photographic evidence
of product ownership; it’s little wonder that class
members made claims on less than a tenth of the
settlement fund.” Similarly, in Dewey v. Volkswagen
AG,* the Third Circuit and the district court dis-
agreed as to whether owners of a million vehicles in
an uncertified subclass were allowed to make claims
for repair reimbursement from a settlement fund.®
If sophisticated judicial officials could not parse the
notice and settlement and come to the same conclu-
sion, how could class members be expected not to
err a substantial percentage of the time?

Indeed, the incentives for class action attorneys and
defendants encourage the creation of claims pro-
cesses that make it prohibitively difficult for class
members to make successful claims. The structure
of class actions encourages tacit collusion between
class attorneys, who are trying to maximize the ap-
parent value of the class settlement and thus their
claim to fees, and defendants, who seek to minimize
the costs of settlement.“ By agreeing to a settlement
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process that appears to provide meaningful relief,
but in operation imposes obstacles to actual relief,
class attorneys and defendants can maximize the
attorneys fees and minimize the settlement costs
to their mutual benefit at the expense of the class
members.” The creation of artificial obstacles to
relief is all too common because the award to the
class and the agreement on attorney fees represent
a package deal to defendants in class actions. When
district courts fail to inquire into actual claims rates
and class recovery and instead accept exaggerated
fictional assumptions about the size of the settle-
ment, any incentive for the class attorneys not to
go along with the defendants’ desire to minimize
claims is eliminated.*

Such transaction costs may explain the “modest
to negligible” claims rates in small-claims class ac-
tions where the settlement requires class members
affirmatively to file claims.*” For many consumers
in such circumstances, it is simply not worth the
hassle to pursue their claims. The concern of the
Ninth Circuit in Concepcion, then—that individual
arbitration was procedurally deficient because many
individuals would not bother to seck relief through
the arbitration process’
tration nor solved by class actions.

*—is neither unique to arbi-

As Omri Ben-Shahar argues, the obstacles to recov-
ery mean that the class action can end up as regres-
sive wealth redistribution because the costs of litiga-
tion are borne across the board, but higher-educated
consumers are better situated to take advantage of
the claims process.’! If anything, Ben-Shahar un-
derstates the problem, because the majority of the
litigation costs go to relatively well-to-do attorneys
(plaintiffs and defense) and experts and claims ad-
ministrators, rather than to consumers.’> The degree
to which the class action system benefits attorneys,
rather than class members, leads to my next point.

3. Inadequate Compensation

Although most successful class action litigation under
Rule 23 is resolved in the form of a class settlement,



such class settlements frequently provide little or no
meaningful compensation to consumers. Indeed, a sig-
nificant number of consumer class settlements do not
provide consumers with any monetary relief whatso-
ever. This systematic under-compensation is the prod-
uct of two structural problems in class actions. First,
because class attorneys fees generally come from the
same source as the class members’ compensation—the
defendant—class attorneys settling class claims have a
fundamental conflict of interest.’> Second, to the ex-
tent that class attorneys exploit that conflict of inter-
est, judges lack the necessary information or incentive
to rectify self-dealing in most cases.

The principal reason for the failure of many class
settlements to provide meaningful compensation is
obvious: class attorneys have incentives to engage in
self-dealing during the negotiation of class settle-
ments, which often occur simultaneously with the
negotiation of attorneys fee payments.’® Because
class members, especially those in a small-claims
consumer class action, have small stakes in the case
and therefore usually do not closely monitor their
attorneys conduct, class attorneys often are able
to obtain high fees without obtaining meaningful
compensation for class members.>

Indeed, all three branches of government have rec-
ognized this economic reality. In enacting the Class
Action Fairness Act (CAFA) of 2005, Congress
found that “[c]lass members often receive little or
no benefit from class actions, and are sometimes
harmed, such as where ... counsel are awarded large
fees, while leaving class members with coupons or
other awards of little or no value.”

Similarly, the FTC has recognized that “[e]xcessive
class action attorney fee awards represent a substan-
tial source of consumer harm.”® Indeed, the agency,
at least in the Bush administration, objected to class
settlements that it has concluded do not adequately
protect consumers from self-dealing by the class at-
torneys.”’

Courts also have recognized the harm to consumer
welfare caused by the class attorney’s conflict of in-
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terest.’” As Judge Friendly put it, “a juicy bird in
the hand is worth more than the vision of 2 much
larger one in the bush.”® In other words, “the ne-
gotiator on the plaintffs’ side, that is, the lawyer
for the class, is potentially an unreliable agent of his
principals,” given the possibility that he may trade
a small class award for the relatively certainty of a

high fee award.®

The empirical evidence indicates that in a signifi-
cant number of cases, this conflict of interest leads
to an inadequate class settlement. For example, the
Senate report to CAFA canvassed a number of cas-
es that illustrate that “state court judges ...
approvle] class action settlements that offer little—
if any—meaningful recovery to the class members
and simply transfer money from corporations to
class counsel.”® And a RAND study found that the
class attorneys’ fee awards were greater than the total
cash payment to class members in the state-court
consumer class actions that were examined.®* “[C]
lass counsel were sometimes simply interested in
finding a settlement price that the defendants would
agree to” accept regardless whether it adequately
compensated the class members.*

readily

This risk of under-compensation may be particular-
ly acute in consumer class actions. The Fitzpatrick
study of federal class action settlements indicates
that a higher proportion of consumer class actions
than class actions in general are: (i) certified as set-
tlement classes; and (ii) involve nonmonetary relief
in whole or in part.®® Settlement classes increase the
risk of a “reverse auction” in which plaintiffs’ attor-
neys compete to offer a defendant the lowest settle-
ment price.*’

In addition, the Fitzpatrick study indicates that non-
monetary relief, which is less likely to compensate
class members, may be more prevalent in consumer
class actions. The study found that 26 percent of
consumer class actions in the data set provided for
no cash relief at all; 30 percent included in-kind re-
lief, in the form of coupons, vouchers, and the like,
as at least part of the relief granted; and 37 percent
involved injunctive or declaratory relief of some
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sort.’® These data are particularly troubling because
consumers are far less likely to be adequately com-
pensated by in-kind or injunctive relief.

Coupon settlements. It is easy to see why class at-
torneys and defendants may prefer coupon settle-
ments. They can use coupons to inflate the apparent
value of the proposed settlement by claiming that
the coupons’ nominal value is the actual value to the
class members.®

Coupon settlements, however, suffer from several
flaws, including that “they often do not provide
meaningful compensation to class members.””® In-
deed, in general, “[cJompensation in kind is worth
less than cash of the same nominal value,””" par-
ticularly in the case of nontransferable coupons.”
Moreover, coupons often include “restrictions in-
tended to make redemption difficult.””® Unsurpris-
ingly, therefore, the redemption rate for a coupon
without a secondary market is a minuscule 1-3 per-
cent, and cases abound in which only a few class
members redeem their coupons.”

Although CAFA was partly designed to discour-
age the use of valueless coupons,” it does not apply
to all class actions, and recent coupon settlements
indicate that the problem persists. In Washington,
D.C., a court recently approved a coupon settle-
ment involving Envision EMI, an organizer of 2009
inauguration conferences.”® According to the class
complaint, 15,000 students paid over $2,300 to at-
tend the conferences, but Envision EMI did not de-
liver what was promised. The class settlement pro-
vides the class members with two $625 coupons to
attend future Envision EMI conferences—with the
possibility that class members would not be able to
use their coupons to attend the conference of their
choice, given that only 10 percent of seats at any
given conference will be allowed to redeem cou-
pons. The court approved the settlement over the
objection of several state attorneys general. Thus,
the coupons help Envision EMI stay in business and
force the class members to deal with the same firm
that they allege failed to deliver a conference worth
the more than $2,300 that they paid to attend it.
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In another case, Missouri courts permitted class at-
torneys to walk away with $21 million in cash—
twice a likely inflated lodestar—by valuing the
unlikely-to-be-redeemed coupons at 100 percent of
face value.”” Worse, a number of federal courts have
permitted settlements to avoid CAFA scrutiny by
the simple use of a thesaurus to recharacterize “cou-
pons” subject to CAFA as “gift cards” or “injunc-
tive relief” that need no special treatment.”® Surely
CAFA’s distaste for coupons was not merely a mat-
ter of semantics.

Cy pres. To the extent that CAFA has undermined
the use of coupon settlements as a means for class
attorneys to increase their fees at the expense of con-
sumers, new tactics have taken their place. Thus, al-
though CAFA addresses some self-dealing, it has also
created a game of Whac-A-Mole in which class attor-
neys have created new methods for tacit collusion.”

One such tactic is the use of ¢y pres class settlements.
In its original context, courts used cy pres to “give ef-
fect to a testator’s intent” when a specified charitable
gift “had been rendered impossible or impracticable
because of exigent circumstances”; ¢y pres allows the
court to “put(] the funds to the next closest use.”®
In theory, ¢y pres is a solution to the problem that
occurs when class members do not receive com-
pensation because few members make a claim on
the settlement fund or when allowing direct claims
would be prohibitively expensive.®!

But in practice, ¢y pres “creates the illusion of class
compensation.”® For example, the court may order
the defendant to make a payment of goods or ser-
vices to a third-party charity while paying the class
attorneys a fee—and the resulting benefits may re-
dound only to the class attorney, the defendant, and
the charity.® Like coupon settlements, ¢y pres may
be used to “disguis[e] the true cost of a settlement
to a defendant to maximize the share of the actual
recovery received by the plaintiffs’ attorneys.”®* If
the charitable contribution is one that the defen-
dant was making, anyway, the effect on the defen-
dant is one of a change of accounting entries rather
than any cost to the defendant or benefit to the class



aside from the attorneys  fees.® The good news is
that federal courts are starting to crack down on
such abuses, if inconsistently.®

One solution would be to cease permitting class at-
torneys to simply recover based on the percentage
of the settlement fund without regard to who actu-
ally gets the money from the settlement fund. If, as
in the Bayer case, class attorneys are allowed to ask
for $5.1 million from a $15 million settlement fund
even though class members will ultimately receive less
than $0.25 million of that fund,¥ class attorneys will
never have the incentive to structure claims process-
es to ensure that class members will actually benefit
from a settlement. Judge Lee Rosenthal correctly rec-
ognized the need to structure incentives ex ante, and
discounts ¢y pres in calculating settlement benefit.®

Settlement benefits are similarly exaggerated by in-
cluding the standard notice costs and settlement
administration costs in the gross settlement fund.
This falsely assumes that class members are indif-
ferent between whether settlement money goes to
third-party settlement administrators (often with
relationships with class counsel) or to the class.
Moreover, notice is a benefit to defendants, not the
class: it is constitutionally adequate class notice that
permits defendants to enforce the waiver and release
in a settlement upon absent class members.*’

And sometimes the attorneys don’t even bother to
pretend that the settlement benefits the class. Many
class actions involve settlements in which the class
attorneys receive fees that are disproportionate to
the relief purportedly designed to benefit the class
members. For example, the settlement in /% re Blue-
tooth Headset Products Liability Litigation did not
afford class members any monetary benefit but
provided for $100,000 in ¢y pres awards to charities
and $850,000 in attorneys’ fees.” This type of rent-
seeking by class attorneys is all too common and
does not benefit class members.

Injunctive relief. All too often, courts approve set-
tlements that purport to provide injunctive relief
without determining whether the injunctive relief
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will actually benefit the class members supposedly
represented by class counsel. In a case alleging that
gasoline vendors are committing consumer fraud by
failing to disclose the basic law of physics that liquid
expands with temperature, one vendor settled by
promising to provide “temperature-adjusted” gal-
lons to consumers in the future. The district court
accepted the economically illiterate reasoning that,
because such gallons will be slightly larger in volume
on average, it meant that future consumers, which
would include some class members, will be getting
free gasoline—as if the defendant could not adjust
its prices to reflect the higher marginal costs.”!

In class action litigation over the sugary spread
Nutella, two federal district courts accepted claims
that changing the product’s slogan from “An example
of a tasty yet balanced breakfast” into “Turn a bal-
anced breakfast into a tasty one” was compensation
for the former slogan’s alleged consumer fraud—
though the attorneys who appeared in the New Jer-
sey class action were unfortunate to have their fee
request shaved from $3.7 million to $1.1 million
when a California federal judge rubber-stamped a
similarly bloated fee for the identical settlement.”

The problem is that courts do not consistently eval-
uate the difference between prospective injunctive
relief and retrospective injunctive relief, a difference
that is critical in the consumer class action context.
Prospective injunctive relief is not a benefit to the
class. No changes in future disclosures will benefit
consumers who have already been misled by previ-
ous statements.” Prospective injunctive relief does
not compensate class members for past injuries.

Two hypothetical settlements demonstrate the prob-
lem with attributing prospective injunctive relief in
a misrepresentation case to be a benefit to the class.
Imagine the hypothetical consumer fraud class ac-
tion Seinfeld v. Kramer Non-Fat Yogurt, where a class
sues a shop selling “non-fat yogurt” that turns out to
be full of fat.” If the parties settled for injunctive re-
lief whereby the defendant agreed to correctly label
its full-fat yogurt in the future, that would be of no
benefit to the class for their previous injuries—even
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if, as here, there happened to be some overlap be-
tween the class members and the set of people who
purchased non-fat yogurt in the future. The class
members only benefit to the extent that they make
additional purchases from the defendant, and that
benefit is presumably reflected in the price they pay
for those new purchases.

Another example: imagine the hypothetical con-
sumer fraud class action Gazsby v. West Egg, where
the class sues over West Egg selling packages of a
dozen eggs that only have ten eggs in them. If the
parties settled with injunctive relief that required
West Egg to include at least 12 eggs in every “dozen
eggs’” package, that again provides no benefit to the
class for their previous injuries, even if, once again,
there happened to be some overlap between the class
members and the set of people who purchased West
Eggs in the future. The lack of benefit becomes even
more apparent if West raises its price for a “dozen”

eggs from $2.00 to $2.40.

Note the problem of “leakiness” in both these settle-
ments that demonstrates the inherent illusoriness of
prospective injunctive relief in a consumer class ac-
tion. A defendant forced to change business practic-
es by prospective injunctive relief can simply choose
to pass along those additional costs to its custom-
ers: West Egg customers get 20 percent more eggs
than before the settlement but are paying 20 percent
more for the package. There is no benefit even to
future purchasers, much less the class. An injunc-
tion may require a defendant to change its business
practices, but if the injunction does not also regu-
late the defendant’s pricing, any increase in the cost
of business will be passed along to the consumer.

In contrast, retrospective injunctive relief, provided
to class members with durable goods, can be a bene-
fit. For example, in Hanlonv. Chrysler Corp.,”® plain-
tiffs alleged that Chrysler sold vehicles with a defec-
tive trunk latch; the case settled with Chrysler agree-
ing to repair class members’ vehicles. That injunctive
relief directly compensated the Hanlon class: before
the settlement, class members owned an allegedly
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defective vehicle that was hypothetically worth less
than what they paid for it; after the settlement, class
members owned a vehicle that had been fixed in a
recall, increasing its value at the margin. The Han-
lon settlement may be problematic for other reasons
(class members who had already sold or totaled their
vehicles received nothing), but to the extent that the
settlement was responsible for the retrospective in-
junctive relief, that injunctive relief was a benefit to
the class. Unfortunately, courts all too frequently fail
to make the relevant distinction.

Courts also all too frequently fail to inquire into
whether the proposed injunction makes any dif-
ference at the margin to consumers. Class counsel
walked away with a $13 million fee in the merit-
less Blessing v. Sirius XM, Inc. class action litiga-
tion because they convinced a district court that a
five-month offer to provide Sirius subscriptions for
$12.99 per month was worth $180 million to class
members.” This injunctive relief was of little sol-
ace to my client and other class members, as they
were paying under $5 per month for their service.
Any class members who accepted the “relief” would
have been nearly $100 worse off than if they had
simply called up Sirius and asked for the discounted
price.”® Neither the district court nor the Second
Circuit Court of Appeals even tried to refute this
truism when rubber-stamping the settlement; both
opinions simply ignored the argument and provided
no evidence that the court had a reasoned response
to it. Class counsel effectively acted as a market-
ing agent to improve the profits of their purported
adversaries rather than as a fiduciary for their cli-
ents—though there is virtually no chance that any
state bar disciplinary authority would punish class
counsel for doing so.

Indeed, in some cases, the problem of under-com-
pensation and self-dealing is so severe that class
settlements unambiguously harm class members by
putting them in a worse position than they were in
before the litigation began. The CAFA Senate re-
port discusses two such cases, including the “infa-
mous Bank of Boston class action settlement,” in



which an Alabama state court approved a settlement
in which the attorneys’ fees were subtracted from
class member escrow accounts, thus leading, in
many cases, to class members losing money to pay
the class attorneys” $8.5 million fee.”

The problems arising from the class attorneys’ con-
flict of interest are inevitable, but courts do not
have any effective means to police all abusive class
settlements. Although courts are tasked with ensur-
ing that class attorneys act as fiduciaries for the class
as a whole,'® they often do not have the informa-
tion necessary to measure whether the class attorney
and defendant have arrived at a fair settlement; ac-
cordingly, courts cannot easily act to prevent attor-
ney self-dealing.'” Moreover, courts’ incentives are
poorly structured: approving an unfair settlement
will rarely result in reversal, both because appellate
review tends to be deferential and because objectors
rarely have the financial incentive to follow through
on an appeal. The incentive to follow through with
an appeal is perversely muted when an appeal would
have a high likelihood of success: class counsel will
always have more at stake than an objector will, and
a for-profit objector whose appeal might be suc-
cessful can maximize his financial return by a quid
pro quo with the class counsel—being paid to walk
away—at the expense of the class. Indeed, for-profit
objectors are usually better off if they /ose objections
at the district-court level and proceed with an ap-
peal because that maximizes their chances that they
will be paid to go away; such payments are substan-
tially more lucrative than the possibility of fees for a
successful objection. This all adds up to courts hav-
ing little incentive to assess settlement proposals and
little information with which to do so.

A court’s comparative lack of information may
explain the weight that courts afford in reviewing
class settlements to the “judgment of the parties,”
as presented by the attorneys, as to whether the
settlement “is fair and reasonable.”'” It perhaps
makes sense to defer to the judgment of the parties
as to the fairness of a settlement between the defen-
dant and the class members. But given their con-
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flict of interest, class attorneys” judgment cannot be
expected to represent the class members’ interests
fairly in all cases: class counsel wishes to maximize
its fees, while the defendant is largely indifferent as
to the division of the spoils.!® Therefore, there is a
significant risk that judges will approve class settle-
ments that do not provide meaningful relief to class
plaintiffs, particularly when the class relief comes in
the form of in-kind or injunctive remedies that are
difficult to value.

Courts could do more in consumer class actions
to reduce the asymmetries. When confronted with
a multi-district litigation and multiple competing
class actions, courts often ask the parties to coop-
erate and divvy up the work amongst themselves.
Instead, they should encourage competition: auc-
tion off the right to represent the national consumer
class to the qualified firm willing to guarantee the
highest settlement for the lowest price to the class.
If the rent-seeking is competed away, class members
will be more likely to benefit.!*

In sum, class actions are far from an exceptional
means of affording consumers meaningful relief.
Relief via class action is almost always untimely.
Recovering it involves significant transaction costs,
and when consumers do obtain such relief, it is of-
ten less than they deserve. Thus, in many cases, class
actions prove particularly inadequate to the task of
affording consumers access to meaningful relief.

B.Individual Arbitration Often Affords Con-
sumers Greater Access to Meaningful Relief.

While class actions are inefficient, typically involv-
ing protracted litigation over collateral issues such
as discovery and class certification, arbitration pro-
vides for a speedy resolution of claims and benefits
consumers with small claims by reducing the costs
of dispute resolution below its potential expected
return. Thus, by comparison, class actions are not
exceptional and, indeed, in many cases, are less ef-
fective than arbitration in providing consumers
with meaningful relief.

11
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The comparative efficiency of arbitration over class
remedies and litigation is borne out by empirical
evidence. “Virtually every study considering the is-
sue has concluded that results in arbitration are far
swifter than those in litigation.”'” For example, a
recent study by the Searle Center found that “the
average time from filing to final award for the con-
sumer arbitrations studied was 6.9 months.”'* By
contrast, federal class actions take more than three
years on average to reach settlement. The cost of this
delay is borne by the injured class members. Indeed,
legal ethics rules prohibiting contact with a “repre-
sented party” can be used by plaintiffs’ counsel to
prevent a defendant from providing satisfactory cus-
tomer service once a class is certified.'”

In addition to being more efficient, arbitration of-
fers consumers rates of recovery that are compara-
ble with, and perhaps superior to, class actions. A
survey of the empirical literature shows that “most
measures—raw win rates, comparative win rates,
comparative recoveries, and comparative recoveries
relative to amounts claimed—do not support the
claim that consumers and employees achieve infe-
rior results in arbitration compared to litigation.”'%
Indeed, in many cases, recovery rates in arbitration
are likely to be more favorable to consumers than
recovery rates in class actions. A 2007 report by the
American Arbitration Association showed that ap-
proximately 60 percent of arbitrations were settled
by mutual agreement or withdrawn; of the cases
that reached decision, consumers prevailed 48 per-
cent of the time when they brought the action.'” By
contrast, 80 percent of putative consumer-initiated
class actions are never certified,'® leaving the pu-
tative class in those cases with either no recovery
or with nuisance levels of recovery, reflecting class
counsel’s fear of losing the certification motion. Of
the remaining 20 percent of putative class actions
that are certified, the vast majority settle.!!! Class
settlements, moreover, in many cases offer a particu-
larly ineffective vehicle for consumer recovery, given
the barriers to recovery and the dead-end problems
discussed above. Well-designed arbitration agree-
ments have multiple features designed to avoid
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these types of problems and thus to provide con-
sumers with a more realistic opportunity at recovery
than class actions.

Consumers, unsurprisingly, prefer arbitration over
litigation. In 2005, Harris Interactive surveyed 609
adults who had participated in some type of arbitra-
tion, finding that they reported several advantages
of arbitration over litigation: 74 percent said that it
was faster, 63 percent said that it was simpler, and
51 percent said that it was cheaper than litigation.'"?
Nearly two-thirds of those surveyed reported them-
selves likely to arbitrate again, including one-third
of those who had lost their claims.'® And a 2003
study by the American Bar Association of approxi-
mately 700 lawyers in its litigation section found
that over 86 percent believed that arbitration was as
or more cost-effective than litigation, with 75 per-
cent reporting the outcomes in arbitration equal to
or better than the outcomes in litigation.'

Studies to the contrary are usually cherry-picked or
fail to make the appropriate apples-to-apples com-
parisons. The notorious 2007 Public Citizen study,
which outraged readers with a finding that “con-
sumers lost 94 percent of the time,” focused solely
on collections cases, where consumers lose 96 per-
cent of the time in court:'"

Moreover, even in the cases where Public Citizen
identifies the business as the prevailing party, the
consumer was frequently successful in reducing
the amount the business sought. Consumers won
reductions in 37.4 percent of the cases that went
to hearing, with a median reduction of $824.
More impressive, in 3,632 of the 16,054 cases
where there was no hearing because the respon-
dent defaulted, the arbitrator refused to award
the entire amount the business requested. The
median reduction for consumers was $599. This
may be because “[i]n cases administered under the
NAF Code of Procedure, the arbitrator considers
all evidence, whether or not there is a response
to the claim.” This added layer of protection is
unavailable to consumers in civil litigation, where



default judgments are entered on sums certain
without consideration of the underlying evidence.
The average consumer thus comes out ahead in
arbitration, compared with court.''®

Certainly, class members without meritorious
claims will be better off in the class action arena,
where the threat of expensive litigation can be used
to negotiate an 7z terrorem settlement that benefits
the class representative and the class counsel, if no
one else. But why would we want to encourage that?
The idea that class actions serve a deterrent effect
is undermined by the reality of class action prac-
tice: good behavior is just as subject to profitable
in terrorem class actions as bad behavior, so long as
a colorable complaint can be constructed. Class ac-
tions provide little incentive at the margin to avoid
bad behavior. This is why AT&T Mobility finds it
preferable to offer a $10,000 bounty to consumers
to take it to arbitration.

C. Mandatory Arbitration Clauses Are a
Consequence of Consumers’ Demand for
Lower Prices.

Even assuming that class actions are an exceptional
remedy for consumers, there is no need for courts
to prohibit consumer-friendly individual arbitra-
tion agreements. If class actions are more efficient
at providing consumer relief than an arbitration
agreement such as AT&T Mobility’s, the market
will make them available for two reasons. First, the
perceived quality of a company’s process for resolv-
ing customer complaints is reflected in brand image
and loyalty, and thus a more efficient process leads
to increased demand and the ability to command
above-market prices. Second, the efficiency of com-
plaint-resolution processes results in cost savings
that are passed along to consumers in the form of
lower prices.

Customers implicitly take complaint-resolution
mechanisms into account when making purchase de-
cisions. Successful complaint resolution creates posi-
tive feelings in individuals toward a company, fos-
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tering loyalty and increasing the likelihood of repeat
or continued business in individuals who otherwise
had a negative experience.'”” Moreover, the qual-
ity of a company’s complaint resolution is reflected
in brand image and reputation, as customers share
their experiences through positive recommendations
or denigration."® Brand image and customer loyalty
are significant drivers of purchase decisions, allowing
firms with loyal customers and positive brand image
to charge a premium over their competitors.'”” Cus-
tomers are thus, in effect, willing to pay a premium
to purchase products and services from companies
with effective complaint-resolution mechanisms.

Moreover, to the extent that efficient complaint-
resolution processes reduce transaction costs for
businesses in resolving complaints, these savings are
passed along to consumers.*® The Supreme Court
has long recognized as much in the admiralty con-
text;'?! the same market pressures do not disappear
on dry land.* To the extent that individual arbitra-
tion can lower transaction costs compared with class
action litigation and arbitration, customers will
directly benefit. Customers may therefore choose
companies offering efficient complaint-resolution
mechanisms in order to capture these cost savings.

The market already reflects complaint resolution
through customer loyalty and pricing. Customers
make purchase decisions based on their personal
preferences as to the balance of cost and quality of
customer service, and they reward companies that
provide them with better service at lower prices. Al-
lowing customers to select providers based on their
preferences is not substantively unconscionable.

The idea that consumers are unfairly forced into ar-
bitration simply because the clauses are non-nego-
tiable is untenable. As Judge Easterbrook has noted:

Ever since Carnival Cruise Lines, Inc. v. Shute,
499 U.S. 585 (1991), enforced a forum-selection
clause printed in tiny type on the back of a cruise-
ship ticket, it has been hard to find decisions hold-

ing terms invalid on the ground that something
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is wrong with non-negotiable terms in form con-
tracts. See also, e.g., Gilmer v. Interstate/Johnson
Lane Corp., 500 U.S. 20, 32 (1991) (unequal bar-
gaining power does not justify refusal to enforce an
arbitration clause in a form contract); Seawright v.
American General Financial Services, Inc., 507 E3d
967 (6th Cir.2007). As long as the market is com-
petitive, sellers must adopt terms that buyers find
acceptable; onerous terms just lead to lower pric-
es. See, e.g., Hill v. Gateway 2000, Inc., 105 E3d
1147 (7th Cir.1997); ProCD, Inc. v. Zeidenberg,
86 E.3d 1447 (7th Cir.1996); George L. Priest, A
Theory of the Consumer Product Warranty, 90 Yale
L.J. 1297 (1981). If buyers prefer juries, then an
agreement waiving a jury comes with a lower price
to compensate buyers for the loss-though if bench
trials reduce the cost of litigation, then sellers may
be better off even at the lower price, for they may
save more in legal expenses than they forego in re-
ceipts from customers.

There is no difference in principle between the
content of a seller’s form contract and the content
of that seller’s products. The judiciary does not
monitor the content of the products, demand-
ing that a telecom switch provide 50 circuits even
though the seller promised (and delivered) 40
circuits. It does not matter that the seller’s offer
was non-negotiable (if, say, it offered 40-circuit
boxes and 100-circuit boxes, but nothing in be-
tween); just so with procedural clauses, such as
jury waivers. As long as the price is negotiable
and the customer may shop elsewhere, consumer
protection comes from competition rather than
judicial intervention. Making the institution of
contract unreliable by trying to adjust matters ex
post in favor of the weaker party will just make
weaker parties worse off in the long run. Origi-
nal Great American Chocolate Chip Cookie Co. v.
River Valley Cookies, Ltd., 970 E2d 273, 282 (7th
Cir.1992) (“The idea that favoring one side or
the other in a class of contract disputes can redis-
tribute wealth is one of the most persistent illu-
sions of judicial power. It comes from failing to
consider the full consequences of legal decisions.
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Courts deciding contract cases cannot durably
shift the balance of advantages to the weaker side
of the market; they can only make contracts more
costly to that side in the future, because [the oth-
er side] will demand compensation for bearing

onerous terms.”).!?

Thus, if class actions provide more efficient mecha-
nisms for resolving consumers’ complaints than an
arbitration agreement, the market will take that
into account when pricing products and services.
If, however, the arbitration agreement is efficient,
the business will be able to pass the cost savings
along to consumers in the form of lower prices. In
either instance, the market will, without aid from
the courts, protect consumer welfare—assuming
that consumers have that choice ex ante to precom-
mit to arbitration.

The Supreme Court’s decision to protect that con-
sumer choice in Concepcion has thus benefited con-
sumers. To the extent that consumers—or even a
substantial minority of consumers—agree with Pub-
lic Citizen and trial lawyers about the horrors of man-
datory arbitration, businesses will find it profitable
to advertise the absence of such clauses from their
contracts. It is precisely because consumers are better
off in a world where they have the choice of man-
datory arbitration that the plaintiffs’ bar is aggres-
sively seeking to abolish that choice in the courts, in
the legislatures, and in the regulatory arena. Sound
public policy requires rejection of those arguments
to avoid an unfair wealth transfer from lower- and
middle-class consumers to wealthy attorneys.

[ll. FROM CONCEPCION TO ITALIAN COL-
ORS: THE FUTURE OF CLASS ACTIONS

’ I The Supreme Court’s grant of certiorari from
the Second Circuits ruling in American
Express v. Italian Colors Restaurants, if the

Court reaches a decision on the merits, should help

illuminate the scope of Concepcion’s holding and the
future of class action litigation. In the wake of Con-



cepcion, some scholars and activists have argued that
the decision will largely eliminate class action liti-
gation. Indeed, in a particularly broad form of this
argument, Brian Fitzpatrick has claimed that class
actions are dead after Concepcion: “Although many
commentators have warned that [Concepcion] could
lead to the end of consumer class actions, this may
not even be the half of it: it is possible the decision
could lead to the end of class actions against busi-

nesses across most—if not all—of their activities.”**

I disagree. Certainly, Concepcion has resulted in the
elimination of some class actions; Public Citizen iden-
tifies 76 class actions short-circuited by courts citing
Concepcion.'” And certainly, Fitzpatrick’s premise—
Concepcion means that every class action based in a
commercial transaction is potentially subject to an
arbitration agreement—is correct. But “potentially
subject” does not mean “actually subject.”

At a minimum, class actions in the employment-
and securities-law arenas should remain common-
place after Concepcion. In the consumer context,
although the sellers of big-ticket items may find
the savings from arbitration sufficient to incur the
transaction costs of drafting enforceable arbitration
clauses, consumer class actions more broadly should
be expected to survive Concepcion. In Italian Colors,
the Supreme Court has the opportunity to clarify
the scope of its Concepcion holding, but it is unlikely
to adopt a rule that precludes all or even most con-
sumer class actions.

Employment class actions. Concepcion does not
change the law of employment arbitration: the Su-
preme Court held in 2001 in Circuit City Stores v.
Adams that employers could require arbitration of
Title VII claims because arbitration was just a fo-
rum-selection clause.'”® The last 11 years have not
seen the death of the employment class action in
federal court, however. Some employers find re-
quiring arbitration worthwhile; others do not.'*’
Even when there are arbitration agreements, fed-
eral courts have been willing to let employees argue
their way out of them: consider jones v. Halliburton
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Co.,'”® the subject of a recent documentary that had
much the same scary claim as Fitzpatrick’s paper.'*
Jones attempted to arbitrate her discrimination
claim against Halliburton, didn’t like the way the
arbitration was going, and filed a federal complaint
with a whole new set of tort claims that the Fifth
Circuit said precluded arbitration, putting Halli-
burton through a few million dollars of attorneys’
fees and much more costly publicity before a jury
threw out her claims after trial."*® (The National
Labor Relations Board has attempted to undo Ad-
ams by declaring mandatory arbitration clauses to
be an unfair labor practice, but the courts have been
largely skeptical of their position.)"!

Securities class actions. Similarly, nothing about
Concepcion changes the world of securities litigation.
Fitzpatrick says that nothing stops corporations
from requiring shareholders to agree to arbitration
rather than class action securities-law remedies, but
that was the status quo before Concepcion. It corpo-
rations could really force public shareholders to ar-
bitrate federal securities claims and derivative share-
holder disputes, they would have done so already.
But no publicly traded corporation requires arbitra-
tion of shareholder disputes because the business
community has been reluctant to require arbitration
in the securities context absent a safe-harbor ruling
from the Securities & Exchange Commission.

Not only has the SEC thus far refused to grant such
a safe-harbor ruling, but the commission, without
much legal authority, blocked an arbitration clause
in an initial public offering (IPO) in the 1980s by
Franklin First Financial.’*> The most recent corpo-
ration that attempted to innovate by proposing an
arbitration clause in its IPO, Carlyle, was quickly
mau-maued into withdrawing its proposal.

Carlyle’s withdrawal of its proposal is disappoint-
ing. Because the provision was to be established
in an IPO, no preexisting shareholder would have
been “forced” into accepting the arbitration clause.
It is far from clear that corporations generally even
want arbitration instead of class actions to resolve
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securities-related disputes; there seems to be a tac-
it understanding that paying protection money to
class counsel in exchange for a broad class waiver
is a relatively cheap means of resolving lots of po-
tentially disruptive litigation. That may be rent-
seeking and bad public policy and an unfortunate
tax on shareholders,' but it doesn’t mean that de-
fendants don’t prefer it. Still, Carlyle’s arbitration
provision may well have benefited shareholders:
the clause would not have prevented the applica-
tion of penalties routinely meted out by the De-
partment of Justice and the SEC; given that such
penalties are sufficiently draconian as to already
create principal-agent problems among officers,
directors, and shareholders,'** and given that well
over 98 percent of meritorious civil securities liti-
gation is simply piling on existing public disclo-
sures,' it is hard to say what permitting parasiti-
cal—or worse, meritless—civil litigation adds to
investor benefit. One would thus have expected
a Carlyle stock with an arbitration clause to trade
at a premium compared with securities without
an arbitration clause: the boom in the Rule 144A
private market'® suggests how beneficial it is for
business entities to avoid the additional marginal
litigation and regulation expense from going pub-
lic."” Unfortunately, that natural experiment will
have to wait for a braver company or for a differ-
ent political environment.

Consumer class actions. When it comes to con-
sumer litigation, multiple barriers will keep the
class action alive. First, there are transactions costs
in shifting from the default rule of “everyone goes
to the courthouse” to an arbitration, and most
consumer transactions do not have room for those
kinds of costs. Thus, if youre buying Bluetooth
headsets or Rice Krispies or Breyer’s ice cream or
diapers or a car seat or gasoline—all of which have
been the subject of questionable class action settle-
ments that the Center for Class Action Fairness
has recently litigated—it is highly unlikely that
the vendor is going to go through the trouble of
constructing a process that creates an enforceable
arbitration agreement.
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That leaves the big-ticket items: cars, long-term
cell-phone contracts, financial services. And I fail
to see the problem there . These are all competitive
markets, and vendors have the incentive to provide
competitive services and prices. Forum-selection
clauses are part of that bundle. If consumers dislike
mandatory arbitration clauses and the lower prices
that come with them (for any savings will largely be
passed on to the consumer in a competitive mar-
ket), they will switch companies.

Second, Concepcion says only that courts cannot take
discriminatorily unfriendly views of arbitration,
not that they cannot fairly apply unconscionability
doctrines to arbitration clauses. Thus, the extraor-
dinarily friendly arbitration provision in the AT&T
Mobility contract makes a huge difference. Federal
and state courts still strike down as unconscionable
arbitration clauses that are substantially less friendly
than the AT&T clause.'*® They perhaps do so more
often than Concepcion anticipates, but the distaste
of many courts for arbitration, combined with other
Supreme Court cases prohibiting the use of arbitra-
tion to bar claims entirely,'” means that any arbitra-
tion clause cannot impose particularly onerous costs
on access to dispute resolution.

In the case of ltalian Colors, doing so appears to have
been civil disobedience of a Supreme Court decision
that the Second Circuit did not like.'* The Second
Circuit based its decision on the premise that, in the
absence of classwide arbitration, it would be infea-
sible for an individual claimant to bring an antitrust
claim, given the expense of expert witnesses. In a
sharply worded dissent from the circuit’s decision to
deny an en banc (full-circuit) rehearing, Chief Judge
Dennis Jacobs, joined by two of his Second Circuit
colleagues (in addition to two other dissenters),*!
argued that the court’s decision in fmlian Colors
was “incompatible with the longstanding principle
of federal law, embodied in the FAA and numer-
ous Supreme Court precedents, favoring the validity
and enforceability of arbitration agreements” and
that the court’s opinion “evaded the broad language
and clear import” of Concepcion.



Certainly, an antitrust claim alleging an abuse of
market power presents a different scenario for ar-
bitration clauses from that of arbitration clauses
from participants in a competitive market: we are
less concerned about the latter because we can be
confident that any gains from the arbitration clause
will be passed along to consumers. (That said, this
antitrust claim looks particularly weak. Even aside
from the fact that so-called tying arrangements are
not anticompetitive,'> American Express hardly has
any sort of market power with the retail industry;
any number of vendors refuse to do business with
it.) But the Second Circuit erred in assuming that
class arbitration is the only way to achieve aggregate
arbitration. The confidentiality provisions of an ar-
bitration clause need not preclude an attorney from
using the same expert witness report in multiple
arbitrations and thus making the cost of an expert
non-prohibitive; the resulting aggregate litigation
will be opt-in, rather than opt-out, but is hardly
infeasible. American Express did not help its case
by failing to put evidence in the district court that
an individual company could prevail on a meritori-
ous antitrust claim (and if they lose at the Supreme
Court, it will be because the Court refuses to inquire
into the fictional findings of the Second Circuit'®),
but, as Judge Jacobs’s dissent from rehearing en banc
noted,'** if plaintiffs can defeat arbitration clauses by
forcing litigation over the feasibility of proceeding
with arbitration, the exception will swallow the rule
and destroy the advantages of arbitration to consum-
ers. Corporations seeking to use mandatory arbitra-
tion clauses should consider rewriting the clauses to
preempt the sort of arguments made in lzalian Colors
with more explicit provisions for voluntary joinder
of claims and opt-in aggregate litigation.

But that sort of constraint proves that Concepcion
will not create the parade of horrors suggested by
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the academic community. The likely equilibrium
will find corporate defendants unlikely to enforce
arbitration clauses that do not provide sufficient
incentive to prosecute individual claims; one
hopes that the Supreme Court’s decision in /zal-
ian Colors is nuanced enough to avoid the dangers
Chief Judge Jacobs warned of. Bright-line rules
have advantages. That both parties have asked
for a holding on narrow grounds within existing
precedent, rather than for a broad-sweeping rule,
suggests that whatever the Supreme Court decides
in Italian Colors will have far less effect than what
advocates on either side are contending in the run-
up to the oral argument.

Class actions have their place in the litigation system,
but have been prone to abuse, with disproportion-
ately little of the resulting diversion of wealth from
productive sectors of society to the consumers and
shareholders whom the class action device was sup-
posed to benefit. The optimal number of class actions
is certainly greater than zero but also certainly less
than the number we have today. (That 96 percent
of all mergers are challenged in aggregate litigation
alleging breach of fiduciary duty for failure to dis-
close, and then almost invariably quickly settled for
trivial disclosures, is correctly characterized by Profes-
sor Coffee as “polite extortion.”'*) Yet opponents of
arbitration have largely failed to address these prob-
lems, and treat class actions as an end in themselves,
rather than as a means to an end. Giving consum-
ers the choice of pre-committing to arbitration ar-
rangements can reduce this litigation tax, and reduce
inequality-exacerbating wealth transfers from lower-
and middle-class consumers to wealthy attorneys.
And competition from alternative dispute resolution
might prompt the organized bar to engage in the sort
of reform that better ensures that class action settle-
ments benefit consumers, rather than attorneys.
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